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PREFERENCES, GUILTY AND INNOCENT. 



The fundamental purpose of the Bankruptcy Act of 1898, from the 
standpoint of the creditor is, briefly, that equality in the distribution 
of the bankrupt's estate is equity, and that all creditors shall share 
pro rata in such distribution. To this fundamental principle some 
exceptions, in the practical administration of estates, necessarily 
would, and equitably should, occur, and are recognized by the Act. 
While the fund arising from the bankrupt's estate is in actual course 
of administration by the Trustee, absolute equality could, of course, 
have been secured by treating the adjudication of bankruptcy as the 
"dead line," and determining the status and amount of all claims as 
of that date. But it is obvious that all payments, transfers, convey- 
ances and preferences made by the insolvent debtor shortly prior to 
bankruptcy, and which in all probability are the acts of bankruptcy 
that occasioned an appeal to the bankruptcy court, would thus be 
ignored, or rather their effect validated and rendered unimpeachable, 
and the letter of any act so framed would wholly destroy its spirit 
and purpose. It is, therefore, essential that some period be fixed, 
necessarily a more or less arbitrary one, within which all dealings 
and transactions of an insolvent, who is subsequently adjudged a 

ties and their off-spring, to become binding in law by the mere private contract of 
the parties, without going before any one as a magistrate or minister, is a matter for 
legislative, and not for judicial consideration. In the case before us, it appearing 
from the indisputed facts that, in the ceremony performed by the defendant and the 
woman with whom he has since cohabited, no third person participated or was 
understood or expected to participate in any way, and no civil magistrate or minister 
of the gospel, nor any person believed to be such, was present, and neither party was 
a Friend or Quaker, it was rightly ruled in the Supreme Court that no lawful or valid 
marriage between the parties had taken place." 

The court, through Gray, C. J., expressly bases the decision on " the long course o] 
legislation and of judicial opinion " in that State. 

The following cases are also directly in point, holding the same way : Meaway v. 
Needham, 16 Mass. 157; Commonwealth v. Spooner, 1 Pick. 235; Meyers v. Pope, 110 
Mass. 314 ; Norcross v. Norcross, 155 Mass. 425. 

The only decision in Massachusetts to the contrary is Parlon v. Hervey, 1 Gray 119, 
decided in 1854. In that case, the question being directly before the court upon the 
marriage of a person under the statutory age, Judge Bigelow said, in reference to 
these statutes : 

" They are intended as directory only upon ministers and magistrates, and to pre- 
vent, as far as possible, by penalties on them, the solemnization of marriages, when 
the prescribed conditions and formalities have notbeen fulfilled. But in the absence 
of any provisions, declaring marriages, not celebrated in a prescribed manner, or 
between parties of certain ages, absolutely void, it is held that all marriages, regu- 
larly made according to the common law, are valid and binding, although had in 
violation of the specific regulations imposed by the statute. 2 Kent Com. 90, 91 ; 2 
Greenleaf Ev. 460." 
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bankrupt, shall be to some extent subject to the review and control of 
the bankruptcy court, and this period is fixed by the Act of 1898 at 
four months prior to the filing of the petition praying an adjudication 
of bankruptcy. The effect of payments and transfers made by insol- 
vents within that period, the intent of the bankrupt in so making 
them, and, above all, the knowledge or ignorance of the debtor's 
insolvency on the part of the creditor receiving such preferences, have 
given rise to a diversity of opinion and decisions, which renders an 
authoritative interpretation of the act by the Supreme Court, of the 
greatest importance to the credit men, and, indeed, to all banks and 
business of every description. 

Viewed as an act of bankruptcy, under section 3 of thf Bank- 
ruptcy Act of 1896, preferential payments or transfers involve but 
little difficulty, the statute providing that an act of bankruptcy shall 
consist, among other things, of having ' ' transferred while insolvent 
any portion of his property to one or more of his creditors with intent 
to prefer such creditor over his other creditors. ' ' 1 The language of 
the statute here makes the insolvency of the debtor and the intent on his 
part to prefer, essential to the commission of the act of bankruptcy, 
and the intent of the creditor, or his knowledge of the debtor's insol- 
vency, are wholly immaterial, so far as affects its character as an act 
of bankruptcy . And as, under the decisions, every one is presumed 
to intend the necessary result of his own act, the transfer, while insol- 
vent, of any material portion of the debtor's estate to one creditor, 
without making provision for an equal distribution of its proceeds to 
all creditors, necessarily operates as a preference, and is conclusive 
evidence that such was the insolvent's intent, unless he can show that 
he reasonably deemed himself perfectly solvent at the time. 8 It is 
plain that a transfer of money, in other words a payment, is a trans- 
fer of property, both within the spirit and the letter of the act, and 
it has been so interpreted. A payment made on account, therefore, 
may constitute such a guilty preference within the meaning of section 
60 b, as not only will preclude the creditor receiving it from proving 
for the residue of his claim under 57 g (which provides that "the 
claims of creditors who have received preferences shall not be allowed 
unless such creditors shall surrender their preferences"), but also 
under the first mentioned section, to subject the creditor so receiving 
it to suit and its recovery by the Trustee 

i B. A. 1S98, sec. 3, a. 

"- Toof v. Martin, 13 Wall. 48. 
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This section (60 b), is as follows: 

" If a bankrupt shall have given a preference within four months of the filing 
of a petition, or after the filing of the petition and before the adjudication, and 
the person receiving it or to be benefited thereby, or his agent acting therein 
shall have had reasonable cause to believe that it was intended thereby to give a 
preference, it shall be voidable by the trustee and he may recover the property 
or its value from such person." 

It is plain from the somewhat peculiar wording of this section, that 
guilty knowledge, or at least reasonable cause to believe that a prefer- 
ence was intended, is necessary on the part of the creditor receiving 
such preference, or his agent acting for him therein, to render it lia- 
ble to recovery at the suit of the trustee. Possibly, indeed probably, 
the words " to believe that it was thereby intended to give a prefer- 
ence" would require the same guilty intent to exist also in the mind 
of the bankrupt. It is, however, certain that the same act may con- 
stitute such a preference as, under section 3, is an act of bankruptcy, 
and yet not be recoverable by the trustee under section 60 b, by 
reason of the innocence and good faith of the preferred creditor. 

It is the case of such a preference, as a payment made on account, 
in the ordinary course of business, to a creditor who has no reason to 
suppose the debtor is insolvent, and who receives it in good faith, 
that presents the piece de resistance with which the bankruptcy courts 
have been grappling — with a diversity of decision unequalled by the 
interpretations of any other sections of the Act. Such an innocent 
preference cannot be recovered by the trustee, and if the creditor is 
content to accept and retain the payment in lieu of all participation- 
in dividends, and to stand out of the bankruptcy proceedings entirely, 
he has the right to do so. Thus when the payment covers and extin- 
guishes his entire debt or claim, no question can arise. But when 
the payment or payments, made within the four months' period, are 
only partial, and leave a balance due, which the creditor seeks to 
prove, he is confronted with section 57 g, requiring creditors who 
have received "preferences" to surrender such preferences for the 
benefit of the fund, before their claims shall be allowed. Whether 
the word ' ' preferences, ' ' as used in this section, means the ' ' prefer- 
ences" defined by section 60 a, to which knowledge of insolvency, or 
' ' guilty knowledge, ' ' as it is usually termed, of the intent to prefer, is 
not essential, or whether it is limited to the preferences provided for 
in section 60 b, which are voidable by the trustee and which he may 
"recover," to which latter "guilty knowledge" is essential, must 
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determine the rights and status of such innocent creditor on present- 
ing his proof of claim for allowance. 

The grave difficulties and embarrassments to all credit men, result- 
ing from the adoption of the first construction, namely, that all pref- 
erences, guilty or innocent, must be surrendered before the residue of 
the claim may be proved and allowed, are obvious, as admitted on all 
sides, and can hardly be exaggerated. It threatens the entire credit 
system upon which by far the larger portion of our business of every 
description is conducted, as no creditor can receive a payment on 
account from a debtor, unless he absolutely and beyond all doubt 
knows (and not merely has reasonable ground to believe) that his 
debtor is solvent and cannot be thrown into bankruptcy within four 
months, except upon the contingency that he may have to surrender 
such payment or lose the entire residue of his claim. A bank cannot 
allow a borrower to renew and curtail a note on its maturity; a whole- 
sale house cannot permit a retail customer to pay up for one month's 
order, leaving a subsequent month's unpaid, or receive a payment on 
the ordinary discount plan prevailing among practically all of the 
wholesale trade; and the butcher, baker, and candle-stick maker 
cannot accep; part payment on their ordinary running accounts from 
customers deemed absolutely solvent, except, in all instances, by tak- 
ing the same risk of having to surrender such payment or lose the 
entire residue. 

Obviously the result will be, either to insist on payment in full 
whenever a payment is made, or to refuse credit. It does not seem 
entirely safe even to accept a payment, expressly as specific payment 
in full of a particular claim, leaving other distinct claims unpaid, as 
some courts hold that when the act provided that "creditors" who 
have received payments shall not have their "claims" allowed until 
the payments were surrendered, it meant by "claim" the entire 
amount due upon all accounts from the bankrupt to the creditor, 
whether separate and distinct claims arising out of separate and dis- 
tinct transactions or not. For instance, a bank holding four several 
notes of a borrower, was paid in full for two of them, which were can- 
celled and surrendered within the four months' period. Upon the 
bankruptcy of the borrower, it was held that the bank could not prove 
for the two remaining notes until the payments made in taking up 
the other notes were surrendered, 1 the court relying and basing its 

' Re Conhaim, 2 N. B. N. R. 148; Re Berwick, Id. 808; Reed v. PMnney Id. 1007. See 
also Loveland Bankruptcy, 237. 
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decision on the language of the present Act, much broader and more 
comprehensive than that contained in the Act of 1867. The Act of 
1867 expressly limited the denial of the right to prove to "the debt 
or claim on account of which the preference" was made, while the 
present Act extends to the ' ' claims of cred : to' , s who have received 
preferences." Other cases hold, however, that " transactions which, 
as separable causes of action, should be separately stated in a com- 
plaint, may be considered separate and distinct bases for a claim in 
bankruptcy, one of which may be disallowed or withheld if a prefer- 
ence has been received upon it, and the others proved and allowed 
without a surrender of a preference received on a distinct trans- 
action." 1 

The construction holding creditors who receive an innocent prefer- 
ence within the four months' period, to be protected and not bound to 
surrender in order to prove their claims for allowance, has found sup- 
port in the decisions of many courts of standing and ability.' In Re 
Smoke {supra), Referee Wise in an exhaustive and learned opinion, 
which has since been affirmed by the District Court for the Southern 
District of New York, adopts this construction, and after reviewing 
the former decisions and statutory enactments, bases his decision 
apparently upon three grounds, viz. : (1) The injury to credit result- 
ing from a contrary ruling; (2) That if Congress had intended that 
all preferences, guilty and innocent, should be surrendered, it would 
have in terms expressly so provided; (3) That uniformity within the 
meaning of the constitutional provision authorizing Congress to enact 
a bankruptcy act, does not mean simply that the law shall operate' 
with territorial uniformity in all parts of the United States, but that 
all persons of the same class, brought within its scope, and whose 
property rights are determined in the bankruptcy courts, shall be uni- 
formly dealt with; and that a ruling that a payment to an innocent 
creditor which discharges his debt in full may be retained, while a 
payment to an equally innocent creditor which only partially pays his 
debt must be surrendered before he may be allowed to prove for the 
residue, is not such uniformity. 

It would seem that these reasons, or any reasons which may be ad- 
vanced in support of such a construction, are capable of being answered, 
and indeed are answered, by the language of the Act itself. The 

» Re Wise, 2 N. B. N. R. 151. 

» Be Piper, 2N.B.N.R. 7; Be Smoke, Id. 831, 996; Re Ryan, Id. 693, Blakey v. Bank, 
1 N. B. N. R. 411; Be Locke, Id. 123. 
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difficulties of creditors, occasioned by the enactment, may be frankly 
admitted, but the result of the Act in particular cases, however nu- 
merous, if its language be unambiguous, is something which the courts 
have no power to remedy. 

The contention that if Congress had intended to include innocent 
preferences it would have expressly so provided, would seem to be 
fully answered by the language used. Section 57 g does expressly 
provide that the "claims of creditors who have received preference* 
shall not be allowed," etc., and almost immediately following, in sec- 
tion 60 a, is given the statutory definition of what constitutes a prefer- 
ence, which definition makes the effect and not the intent of the transfer 
or payment determine its character — that is, whether its enforcement 
will enable such creditor "to obtain a greater percentage of his debt 
than any other of such creditors of the same class. ' ' It would seem 
the more reasonable presumption, that if Congress had intended to ex- 
clude the innocently-received preferences from the requirements of 
section 57 g, it would have provided that ' ' the claims of creditors who 
have received preferences voidable under section 60 b, shall not be 
allowed until they surrender such preferences. ' ' 

As to the contention that the Act does not, thus construed, operate 
with uniformity upon equally innocent creditors who have been pre- 
ferred, one of whom the preferential payment satisfies in part, and the 
other in full, it may more properly be said that it does not operate at 
all upon the latter. By receiving payment in full, such creditor 
ceased to be a creditor, and if his payment was innocently received 
within the four months' period, but in a manner not prescribed by the 
provisions of the Bankruptcy Act, then, as to such claim, the Act no 
more affects him than if his claim had been paid ten years before the 
bankruptcy. Asking no favors from the other creditors, or from the 
bankruptcy court, not seeking to participate in the fund, and having 
no claim the proof of which could make him a quasi-party to the 
bankruptcy suit, he is simply unaffected by it, and in the nature of 
things must be. He is no longer a creditor. On the other hand the 
creditor partly paid, may, if he desire, occupy an equally independent 
position. His preference innocently received cannot forcibly be taken 
from him, and he may keep the preference and stand out from partici- 
pation in the fund. This he undoubtedly would do, unless satisfied 
that he could obtain a larger per cent in dividends, than by retaining 
his preference. But when he elects to come in and share in the dis- 
tribution, accepting the aid of the bankruptcy court in the collection 
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of his claim, and depriving the other creditors of his pro rata of the 
fund, then the provision in section 57 g compels and secures uni- 
formity among all creditors in his class. 

The decided weight of authority as deduced from the decisions of all 
courts which have so far passed upon this question, is in favor of the 
latter construction, requiring even innocent preferences to be surren- 
dered. The Circuit Court of Appeals for the Seventh and for the Ninth 
Circuits have so decided, 1 and numerous courts of first instance. 2 The 
question is now before the Supreme Court, and will probably be ad- 
vanced on the docket for an early hearing after the Philippine and 
and Porto Rican, or "Flag and Constitution," cases are disposed of. 
Pending the determination by that tribunal, and while the "last 
guesses" of lower courts are being rendered almost weekly, and in 
anticipation of the probable affirmance of the Ft. Wayne Electric Com- 
pany case and- the line of cases following it, the matter of amendment 
to the section defining preferences, or of specifically providing that 
only "guilty" preferences must be surrendered as a condition prece- 
dent to the allowance of claims, has received the consideration of the 
American Bar Association and the National Association of Referees, at 
their last annual meetings. The Committee on Commercial Law of 
the Bar Association recommended the amendment of section 57 g, so 
as to read "claims of creditors who have received preferences voidable 
under section 60 b, shall not be allowed," etc., but the Bar Associa- 
tion, by a small majority vote, adopted in lieu thereof and recom- 
mended a clause providing that "creditors who have received prefer- 
ences shall not participate in dividends, so as to receive, by taking such 
preferences into consideration, a greater percentage of their claim than 
other creditors of the same class." 

The difference between the two proposed amendments is obvious, 
and each embodies the theory of a large class as to what is, or ought 
to be, the real policy and purpose of the Bankruptcy Act. If the 
purpose is to create equality among all creditors, then the latter pro- 
posed amendment should be adopted. If, however, the date of the 
filing of the petitions is to be adopted as the "dead line," and all 
preferential payments made prior to the beginning of the bankruptcy, 
except those received with knowledge or reasonable cause to believe 
the debtor was insolvent and intended a preference, are to be allowed 

1 Be Ft. Wayne Electric Co., 2 N. B. N. R. 431 ; Forg, Trustee, V. Field, Id. 855. 

2 Re Christensen, 4 Am. B. R. 202 ; Re Myers & Charni, 2 N. B. N. R. 765, and note ; 
Be Jones, Id. 961 ; Be Teslow & Haugen, Id. 1024 ; Be Wise, Id. 151 ; Re Beswick, Id. 808 ; 
Re Hoffman, Id. 554 ; Be Eagle & Crisp, Id. 462 ; Re Nathan, Id. 613 ; Be Oohn, Id. 367. 
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to stand, and the creditor be permitted to prove for the entire residue, 
then the former should be adopted. The difference, as recognized 
by the Referees' Association, is basic and must be solved by the law- 
making power. But when determined, an amendment should follow, 
and that quickly. 

It is also to be observed that the Bankruptcy Act in defining prefer- 
ences in section 60 a, does not include, as part of such definition, the 
four months' period; that is, it does not in terms provide that the act, 
therein defined as constituting a preference, must have been committed 
within that period. It is believed that all the courts which have 
passed upon this question up to the present time, with one exception, 
have held that the four months' period was nevertheless implied, and 
that to constitute an act a preference within the meaning of the law — 
whether one that may be recovered by the trustee or one forbidding 
the proof of further claim until surrendered — such act must be com- 
mitted within that period. This holding is based upon analogy to the 
period fixed in section 60 b, l elating to preferences recoverable by the 
trustee, and is also justified as being within the equitable discretion 
and power of the court to fix a time as to remedies beyond which it 
will not go. 1 This latter ground is possibly within the power of the 
bankruptcy courts, and, if so, the case presents a striking instance for 
its exercise, as otherwise no business transaction, however fair, can 
ever be said to be absolutely closed and finished, should the debtor at 
some remote time thereafter become bankrupt. Possibly, the recur- 
ring, time and time again, of the four months' period, throughout the 
Act, and its repetition immediately after section 60 a, in section 60 b, 
which defines the preferences recoverable by the trustee, might be 
construed as authorizing such an interpolation into the language of 
the statute, but the matter is by no means free from doubt, as its ap- 
pearing in other sections seems to indicate an intent to omit it in section 
60 a, and to leave the period within which an act must be done to 
constitute a preference, absolutely open. Judge Lowell, of the District 
Court of Massachusetts, has so interpreted this section, and held that 
a creditor, as a condition precedent to the proof of claims, must sur- 
render all preferences received while the bankrupt was insolvent, 
although made more than four months prior to the filing of the peti- 
tion, and whether the creditor had knowledge of the intent to prefer 
or not. 2 This possibility should be also remedied by amendment, and 
the amendment should be Congress-made and not judge-made law. 

W. G. Mathews. 

Charleston, W. Va. 

i Re Beswick, 2 N. B. N. R. 811. 
2 Re Jones, 2 N. B. N. R. 961. 



